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The small volume of Islamic finance in the United Kingdom permits the country
to take a hands-off approach to the industry. But this may not be the most efficient
or safest approach in jurisdictions in which the volume of Islamic finance is much
greater. As the UK market matures the risks of this treatment will surely grow.
Conversely, it also worth considering the UK lawmaker’s considerable flexibility
and the fact that the UK is the forerunner amongst western states in terms of
developing the industry. This same level of flexibility, from both a legal but also a
social point of view, will be necessary in all jurisdictions, which hope to develop a
robust Islamic finance industry.

ot A oS AP S o f It AL oSS I P S S AP S S,

EXLN A LN




and manner of supervision. Therefore, the UK approaches Islamic finance in a
neutral manner and attempts to place it on a‘level playing field’ with conventional
finance. The modus operandi for this objective is to legislate and regulate Islamic
financial transactions according to economic substance as opposed to legal form.

The legislative implementation of Islamic financial transactions, including both
retail and wholesale transactions, has led to the amendment of numerous tax
measures while few regulatory measures have been undertaken. This reflects
the assimilationist approach with which the UK government has dealt with the
alternative industry. Amendments to tax measures are undertaken on the basis
of economic substance over legal form, which facilitates Islamic finance’s multi-
tiered transactions. Islamic financial transactions are taxed on the same basis as
equivalent interest-bearing financial products.

While the UK lawmaking approach, which prioritises economic substance
over form, is advantageous in terms of competition in conventional markets, it
often reduces Islamic financial transactions to their conventional equivalent.
Accordingly, sukuk or Alternative Finance Investment Bonds, the government’s
religiously neutral description of sukuk, are treated as bonds. This treatment
contravenes classical understandings of guaranteed returns and/or the
prohibition of riba. However, it is difficult to find fault with the regulator since the
treatment does correspond with current industry practice and thus represents
the characteristically flexible approach taken by the UK government.

In sum the UK government has assimilated Islamic finance into the conventional
regulatory architecture. At no time has it contemplated an alternative, industry-
specific regulatory structure since this would undermine its neutral approach to
the financial services industry. However, it may be worthwhile contemplating the
very meaning of neutrality in this regard. Can the interest-based economy be
described as a neutral one? And does an industry premised on sharia principles
not require specific regulatory treatment so that its intermediation can be carried
out with the highest level of confidence in the products and services offered by
IFls?
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them fairly>. The FSA’s Treating Customers Fairly (TCF) programme lays emphasis
on the provision of clear information, suitable advice and an acceptable level
service>. However, these requirements do not oblige the FSA or the IFI to provide
information on whether particular products are sharia-compliant. The FSA does
require IFls to provide an explanation of Islamic financial products and their
associated risks, but this information concerns the economic risks of products; it
takes no notice of any qualitative attributes. For example, the government has
made an effort to distribute factsheets on Islamic home mortgage purchase plans,
(known as HPPs) which provide a «step-by-step guide to each product and the
associated risks and benefits. Yet this information is not sufficient to determine
whether such products comply with Islamic law.

Finally, issues concerning financial malfeasance and false advertising are
applicable concerns. In particular, the Consumer Protection from Unfair Trading
Regulations 2008 reinforces other consumer protection acts including the Trade
Descriptions Act 1968 and the Fraud Act 2006. In general, this legislation makes
illegal misleading actions based upon false information as to the nature or main
characteristics of the product or service. Such actions are those which cause
or are <ikely to cause the average consumer to take a transactional decision
he would not have taken otherwise>. Yet an offence can only be established
under the regulations if it can be proven that the service provider knowingly or
recklessly engaged in a misleading action. Since there is no agreed standard on
what constitutes sharia compliance other than the non-binding standard-setting
efforts of international organisations such as AAOIFI, claims of false advertising
are generally non-justiciable.

Concluding Remarks

The legislative facilitation and regulatory structure of financial markets
determines in large part the types of financial products and services that are
available for investment. In the UK the liberal values that underlie the construction
and function of financial markets are evident both in the types and predominance
of particular modes of investment as well as the regulatory authority’s objectives
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The FSA acknowledged the unique role of SSBs in IFls since these entities are
responsible forapproving and legitimating the dslamic> products and services that
originate from such institutions. Yet the state stops short of developing criteria
and procedures to address the qualitative nature of the boards other than those
employed to examine corporate governance as applied to conventional financial
institutions. The FSA’s emphasis centred on the role of the SSB in each authorised
firm with particular emphasis on the SSB’s impact on the direction or operation
of the firm. This is partly undertaken by reviewing the terms and conditions of
sharia scholars’ contracts. The FSA must determine whether sharia scholars are
assigned an executive role or whether they merely provide advisory services to
the institution.

According to the FSA Approved Persons rules, the suitability of anyone acting
as a director is assessed according to fit and proper criteria. For example, these
criteria relate to the competence and capability of the candidate, so a prospective
director would be expected to have relevant experience and education. If a sharia
scholar’s role does resemble that of an executive director, multiple memberships
of different financial institutions’ SSBs would be problematic due to significant
conflicts of interest. On an international basis the practice of sharia scholars
sitting on multiple supervisory boards is a common, if not regular, occurrence.
However, the FSA has determined to date that authorised IFls employ sharia
scholars in advisory roles only so that their responsibilities do not interfere in the
management of the firm. This finding is unconvincing as the SSB'’s objective to
ensure the «haria compliance in all an entity’s products and transactions> plays
a pivotal role in the organisation. Arguably, the SSB’s existence legitimises the
Islamic label and constitutes an important motivation for Muslim consumers’
demand for Islamic financial products and services. It seems unlikely that those
individuals who decide whether a product can be brought to market under the
Islamic brand do not materially impact the management and overall direction of
the firm.

The FSA has justified its position by highlighting consumer protection
requirements for IFls to ¢pay due regard to the interests of its customers and treat
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not stipulate any requirement regarding sharia compliance or enforcement with
respect to the many functions of Islamic financial intermediation. The FSA stated
that <t would not be appropriate, even if it were possible, for the FSA to judge
between different interpretations of sharia law>. Hence the FSA believes that
neutrality can be achieved by avoiding any subjectivity or bias and by focusing
on concrete data which can be understood in absolute terms and free of context.
Moreover, a neutral position can be claimed between and vis-a-vis faith-based
arguments.

The accommodation of the unique role of sharia scholars within [Fls is
acknowledged by the FSA as having potential implications for their solvency. In
particular, the market’s response to a breach of sharia rules could dispel confidence
in IFls, as compromised assets would automatically be seen as liabilities and a
bank’s solvency could be thrown into question. As IFls become more systemically
important and more closely connected with conventional banks, this risk
increases, particularly for large, wholesale institutions.

While such a scenario is unlikely to take place in the UK in the foreseeable future,
the risks are more acute in regions such as the GCC, where Islamic finance and
banking continues to increase its market share. In the UK anecdotal evidence
suggests that British Muslims’ low take-up of retail Islamic financial products is
related to their highly sceptical opinion concerning the sharia-authenticity of
Islamic financial products or the basic difference between them and conventional
products. Overseasinvestmentsfrom Gulf stateinvestorsare even moredependent
upon the industry gaining the trust and confidence of clients in the sharia
authenticity of their products. The British investment bank, Kleinwort Benson,
in its first stab at creating an Islamic unit trust in 1986, was not very successful, in
part as a result of not employing a sharia supervisory board or even a single sharia
advisor to monitor the fund. It had not established the necessary credibility with
Gulf investors. Yet the FSA's and now the PRA's approach to regulating IFls places
all its emphasis upon evaluating and mitigating the financial risk that institutions
may present. It ignores the «religious risk> associated with the development of the
industry since it is not quantifiable.
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only or even primary reason why PLS is an inadequate instrument of mobilising
depositors’ funds. In terms of investor choices and product uptake empirical
evidence suggests that a Muslim investor’s preference for religiously authentic
products does not supplant their need for the stability and predictability of
modern financial practices or for returns that approximate conventional earnings.
For example, it has been documented that the religious element of Islamic
financial products represents the most important factor in British Muslims' uptake
of such products. Yet in practice the higher cost of Islamic financial products such
as Islamic home mortgages has prevented a vigorous uptake.

British Muslim consumers are not likely to forgo the high and stable returns
offered by conventional banks. In this sense, Muslim investor preferences are
not intrinsically different than conventional preferences, suggesting that the
globalisation of Muslim consumer values may also be contributing to the
transformation of classical notions of Islamic commercial law.

The final section deals with the way in which the UK regulator deals with the
regulation of sharia-compliance. In sync with its value-neutral approach to
legislating, the UK takes a hands-off stance in relation to sharia matters.

The Regulation of Sharia-Compliance

Recall that the UK government utilises neutral language in implementing
Islamic financial transactions in the UK. This approach reflects the government’s
unease in transgressing the social boundaries regarding the appropriate
role of religion in the UK. In line with this approach the government takes no
responsibility for problems of choice of evaluative criteria such as whether an
Islamic financial product or service complies with the sharia as it states that this
would be <inappropriates as a «secular regulator. Individual financial institutions
are wholly responsible for determining the sharia compliance of the products and
services they offer. In accordance with AAOIFI standards, most Islamic financial
institutions in the UK opt to form an SSB comprising three sharia scholars trained
in classical Islamic commercial law, although others have chosen to use sharia
consultancy services or have merely hired a single sharia scholar. The state does
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distribution between IAHs and shareholders, do not need to be regulated. As
long as returns on IAH funds and shareholder funds are properly disclosed, market
discipline should ensure that appropriate distributions are made. If the IFl, acting
as an agent, appropriates too large a share of the profit, its competitors will seek to
attractits investors/depositors. Finally, problems related to corporate governance
and capital adequacy requirements are avoided. In particular, IAHs rightly do not
have an interest in shareholder-type rights as long as they are assured of their
principal investment. The issue continues to bedevil jurisdictions in which I1AHs’
equity-like holdings are not allowed participation in the governance of the IFI.

In April 2008 the IBB introduced a deposit-taking investment account known as
wakalah in response to the particular requirements of British Muslim consumers.
A wakalah is a traditional Islamic contract, the equivalent of agency. The wakalah
investment account enables depositors’ funds to be managed individually on
a profit- and loss-sharing basis; funds are not pooled with the monies of other
investors and the bank offers customers an expected rate of return. If, for any
reason, there are doubts that the expected rate of return will not be achieved,
the deposit plus any accrued monies are returned to the customer. The wakalah
offers Muslim investors a compromise in the modern economy. Depositors are
able to invest their monies with the assurance that their principal investments will
be safeguarded while employing a traditional Islamic structure to facilitate their
requirements. Contracts resembling the wakalah such as wadi‘ah yad mudarabah
(guaranteed safekeeping) or al-gard (loan) are used as guaranteed principal
contracts throughout the Islamic finance industry.

The concept of profit- and loss-sharing as a means of fund mobilisation — which
represents the theoretical foundation of Islamic finance — has proven to be
inadequate in meeting the requirements of modern Muslim investors. While it is
legally prevented from being applied in the UK as well as many other jurisdictions
worldwide, there is little evidence which suggests its popularity in the absence
of legal restrictions. The result is that IFls accept deposits in an almost identical
manner as conventional banks do. Therefore, UK financial services law affects the
manner of fund mobilisation undertaken by IFIs but this is by far and wide not the
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In order to meet the demands of the sharia with regard to the mudarabah
contract the IBB adopted an innovative solution. IFls may offer an account in
which a customer’s money is invested into a pool from which returns are paid and
the capital is guaranteed. In the case of loss, the bank is required, in accordance
with the law, to provide funds from its own resources to ensure that customers are
repaid in full. Customers have the right to decide whether they wish to receive
full repayment in the case that losses arise and are advised that they will be acting
contrary to the sharia, if they choose to accept full repayment.

The UK deposit guarantee scheme is a further impediment to the application of
sharia-authentic modes of PLS investment. Deposits are guaranteed in the UK by
the Financial Services Compensation Scheme of up to 85,000£ per person per firm
against firms declared in default, as required by the Deposit Guarantee Scheme
(DGS) directive. The directive was implemented in part XV of FSMA 2000, which
covers all regulated activities.

The deposit guarantee scheme would guarantee a return to the investor despite
any losses that may accrue. This runs contrary to the principle of profit- and loss-
sharing. Furthermore, the scheme invests its funds in interest-bearing accounts
and is not structured to segregate Islamic funds from conventional banks'interest-
bearing funds. Some states have found solutions to these problems. Turkey has
taken pains to engineer a solution by establishing a sharia-compatible deposit
takaful in which Islamic funds are pooled. Malaysia has also launched a deposit
insurance scheme that segregates Islamic deposits. This particular problem has
not been addressed in the United Kingdom.

The implication for IFls in the UK is that by law they are not permitted to offer
profit- and loss-sharing accounts on the liabilities side of their balance sheets. IFls
are still able to offer PLS modes on the asset side but in practice these investments
have been much less attractive than sales-based contracts.

The PRA avoids a whole host of principal-agent risks, including consumer
protection issues, by treating the mudarabah as a deposit. Further, income
recognition policy and the funding structure of ventures, i.e. an IFl's profit
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will exploit the legislative loophole and be excluded from CIS regulation. The
government cites consumer protections for retail investors, in particular, but
the loss of tax revenues is also a concern. It is not considered to be unduly
burdensome as public listing is a pre-requisite of preferential tax treatment.
However, conventional bond issuance is not subject to any such requirement. The
policy underscores the difficulty of placing sukuk within the uniform regulatory
framework.

AFIBs are subject to a reasonable commercial rate of return clause, which
stipulates that the amount of additional payments must not exceed an amount
deemed to be areasonable return on aloan of the capital. This measureis designed
to help prevent equity-like instruments from benefitting from this exclusion, thus
preventing regulatory arbitrage, which would also disadvantage conventional
equity investments. The measure highlights the government’s determination
to align the regulatory treatment of sukuk with conventional debt instruments.
There is no such requirement for conventional bonds.

The Regulatory Classification of Mudarabah

The Islamic Bank of Britain (IBB), the first Islamic retail bank in the United
Kingdom, upon applying for authorisation under FSMA 2000, applied to use the
mudarabah as a deposit-based contract. Section 2) 5) of the FSMA 2000 RAO
defines a deposit as a sum of money paid on terms «under which it will be repaid,
with or without interest or premium, and either on demand or at a time or in
circumstances agreed by or on behalf of the person making the payment and
the person receiving it>. Therefore, UK statutory law requires «capital certainty» for
all bank deposits. Unless a bank is insolvent, it is required to return a depositor’s
principal plus any interest earned, if applicable. A mudarabah has all the
characteristics of a CIS and would likely be classified as a CIS were it not able to
be excluded from the definition under paragraph 3 of the CIS order. That order
treats it as a pure deposit-based scheme. The FSA’s classification of the contract as
a deposit effectively allowed the authorisation of the IFI. The FSA noted, however,
that the classification of mudarabah as a deposit contract may not be appropriate
in other contexts, suggesting that it may not always treat PLS modes as deposits.
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Schemes that do not fulfil these requirements would be treated as an
unregulated CIS, which has the effect of prohibiting their promotion to the general
public. Unregulated schemes are created to undertake collective investment,
unconstrained by PRA regulation with regard to the structure and operation of
the arrangement. Examples of unregulated CISs are private equity or venture
capital, which provide funds for start-up businesses. Some originators of sukuk
may want to avoid Part IV authorisation but the issue is one that affects any entity
offering Islamic financial transactions, particularly those premised on profit- and
loss- sharing arrangements, capital market arrangements or other miscellaneous
contracts.

The regulatory regime for CISs is more comprehensive than is the case for
conventional debt securities as they are the only product that is specifically
regulated under FSMA 2000. CISs are subject to a wider range of controls and
may require authorisation for marketing purposes. Authorisation would limit
the range of eligible assets for investment as well as gearing and marketing
capabilities. Therefore, sukuk issuers would be disadvantaged compared to
issuers of conventional debt instruments were they regulated according to CIS
rules.

The FSA decided to proceed with a regulatory policy toward AFIBs designed
to introduce legislative changes to align the regulatory treatment of sukuk with
conventional bonds. A unique regulatory definition for the purpose was created,
underscoring the distinctive legal attributes of sukuk. Further, the government
included AFIBs as a specified investment under the Financial Services and Markets
Act 2000 (Regulated Activities (Order 2001 (RAO)). Recall that the RAO specifies the
scope of regulated activities under FSMA 2000. The range of instruments subject
to the new definition is highly circumscribed so that only those instruments,
which grant debt-like returns, are captured.

Notably, the government stipulated that AFIBs should be subject to a mandatory
listing requirement on a recognised stock exchange. This requirement again
attempts to stem regulatory arbitrage by creating a high level of transparency
and oversight of AFIBs. The government is concerned that various investments
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particular types of transactions but do not describe the products themselves. The
same generic contract or conglomeration of contracts may entail fundamentally
different financial products in terms of their risk profiles and economic substance.
Hence the government employs a strategy of reviewing the economic substance
of alternative financial investments in order to accurately assess the risk profile of
sukuk issuances.

The FSA, after studying the mudarabah sukuk, concluded that the instrument
could be treated in two possible ways: as an unregulated collective investment
scheme (CIS) or listed as a debt instrument. Some Islamic financial transactions
appear to fall within the definition of a CIS as defined by the FSMA 2000. In fact,
CIS regulation should be given consideration with regard to its impact on a
broad range of sharia-compliant structures for two reasons. First, the definition
of a CIS is all-inclusive so that any arrangement for collective investment could
be regarded as a CIS. The definition covers almost all types of investment funds
with two exceptions: schemes that assume a corporate form other than the ‘open-
ended investment company; also defined in FSMA; and those of a limited liability
partnership. And second, Islamic structures are premised on the sharing of risks
and returns and may thus be captured within the definition.

Section 1) 235) of the FSMA 2000 describes a CIS as «any arrangement with
respect to property of any description, including money, the purpose or effect of
which is to enable persons taking partin the arrangements (whether by becoming
owners of the property or any part of it or otherwise) to participate in or receive
profits of income arising from the acquisition, holding, management or disposal
of the property. It is also provided that such schemes must not be arranged so
that participants have day-to-day control over the management of the property.
At least one or both of the following characteristics must also apply:

(1) Arrangements must pool participants’ contributions as well as profits or
income;

(2) The property is managed on behalf of, or in whole by, the operator of the
scheme.

e et S It f S f A S I A o f S S ST,




Sukuk are a modern innovation borrowed from the conventional concept of
the asset-backed securitisation and designed to replicate the payment profile of
conventional bonds. Conventional bonds are mid- to long-term debt instruments
in which an investor lends money for a defined period of time and receives a fixed
or floating amount of interest income. Bonds have a set maturity date at which
time the issuer agrees to pay the holder his principal investment. Bonds bear
interest and accordingly are not permissible under the sharia. Funds generated
from bond issuances are not screened according to sharia criteria and thus could
possibly be used for daram purposes including alcohol, pornography or highly
leveraged corporations.

A conventional asset-backed securitisation, on the other hand, is a structure
that generates profit from the performance of an underlying tangible asset(s),
transaction(s) and/or venture(s) and thus meets general sharia requirements
concerning the generation of wealth.

Under FSMA 2000 the regulatory classification of sukuk and other Islamic
financial transactions has not been straightforward. Although producing similar
economic results, a sukuk’s legal structure and associated risk characteristics is
markedly different from a conventional bond. For example, consider the asset-
based aspect of the sukuk. While a conventional bond is a simple debt instrument,
a sukuk securitisation involves the sale and re-purchase of tangible assets via a
special purpose vehicle (SPV). Issues related to ownership in the underlying assets
create legal risks for investors. As aresult of these characteristics, Islamic securities
may not be captured under the existing regulatory framework.

The challenge is exacerbated by the fact that each sukuk issuance may have
differing risk, legal and economic characteristics despite belonging to a particular
nominate heading. The sukuk al-ijarah (lease-based sukuk) is the most popular
form of sukuk in today’s capital markets, although AAOIFI lists fourteen other
forms of permissible sukuk modelled on the nominate contract scheme. For
example, sukuk proceeds are routinely invested in mudarabah, musharakah
equity partnerships and istina’ (hire or construction) projects. Thus the contracts
of musharakah, mudarabah and mudarabah are generic terms that describe
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insights concerning both its advantages and shortcomings in relation to an
aspiring, alternative financial industry.

Two central provisions regulate financial services and their promotion under
FSMA 2000. The first, known as the ‘general prohibition’in section 19 of the FSMA
2000, restricts anyone other than an ‘authorised person’ or ‘exempt person’ from
undertaking a ‘regulated activity’ in the UK. The second, known as the ‘financial
promotion restriction’ and set out in section 21, restricts the promotion of
‘investment activity'. The scope of the terms ‘requlated activity’ and ‘investment
activity’ found in these sections is specified by Treasury Order: the Regulated
Activities Order; and the Financial Promotion Order. A person or firm wishing to
undertake a ‘regulated activity’ must gain permission under Part IV of the FSMA
2000.

The importance of the definition of these terms becomes apparent with regard
to the way in which regulators classify particular financial products and services.
Classification affects how a regulator will treat a particular product including its
marketing. Arguably, classification is even more important with regard to Islamic
financial products and services due to their different legal structures, which often
have no conventional parallel. Product classification illustrates ‘the nature and
scope of the business of an IFI' as well as the way in which regulators deal with
IFls in the UK. Moreover, it may have an impact on the way in which the regulator
will approach an IFl's conduct of business. The following section deals with the
regulatory classification of sukuk, a contract of particularimportance to wholesale
Islamic financial markets.

The Regulatory Classification of Sukuk

The sukuk, although commonly known as an Islamic bond, is perhaps more
appropriately described as an Islamic investment certificate. Sukuk certificates
represent a holder’s proportionate ownership interest in an underlying asset
and thus share characteristics of asset-backed securities and equity investment.
However, sukuk also share characteristics with unsecured debt securities, which
makes it difficult to classify them in any of these categories.
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of years in which the conservative government has been inactive towards the
industry, it recently launched an Islamic Finance Task Force with the objective of
promoting the UK as an investment destination and to raise the profile of Islamic
finance in the City of London. The continued rapid growth of the industry, as well
as several high-profile infrastructure projects in London in which Islamic finance
backed part or the entire project, is the principal reason behind the development.
In particular, the government would like to encourage private investors and
sovereign wealth fund investment in the UK. It would also like its professional
services in accounting, finance and law to continue to play a dominant role in the
development of the industry.

The following section discusses the ways in which the UK regulatory
authority classifies Islamic financial contracts. The section sheds light on the
institutional rules for dealing with financial services in general.

The Regulatory Classification of Islamic Financial Products

Some jurisdictions design specific regulatory structures for Islamic financial
institutions and therefore create law that deals with the complexities of Islamic
financial intermediation. They also require Islamic financial institutions, which
hold themselves out as undertaking sharia-compliant financial intermediation, to
acquire specific permission to operate as such. This permission, in turn, requires
these institutions to undertake numerous acts and disclosures in the process of
intermediation. In the United Kingdom there is no specific statutory or regulatory
requirement specifically in relation to Islamic financial institutions. Instead, the
legislator and regulator have proceeded in a piecemeal fashion, facilitating and
regulating one or several transactions at a time. These transactions, due to the
UK’s value-neutral approach to the industry, are termed ‘alternative finance
investments. In fact, nowhere in the UK’s voluminous statutory and regulatory
law does one find mention of an ‘Islamic bank’ or an‘Islamic financial transaction),
not to mention the sharia. The following discussion illustrates this value-neutral
approach to dealing with Islamic finance. It shows the regulator’s conventional-
based approach for dealing with financial transactions and thereby offers some
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The Regulation of Financial Markets

Ways in which classical sharia principles are modified for application in financial
markets becomes evident by examining the economic imperatives of financial
services regulation. Most important is the fact that regulation is designed to shore
up confidence or trust in the financial system and thus mitigate systemic risk. In
this important respect, the regulation of Islamic financial institutions proceeds
from the same substantive economic premise, as is the case for conventional
institutions. The following discussion is focused, in particular, on the regulation
of the mudarabah and the sukuk.

The FSA/PRA Regulatory Approach to Islamic Finance

With the election of a conservative government in May 2010, the Chancellor of
the Exchequer, George Osborne, announced the abolition of the Financial Services
Authority (FSA). Osborne blamed the FSA for not foreseeing the credit crisis,
including the weakness of banks such as Northern Rock. He claimed that the <FSA
became a narrow regulator, almost entirely focused on rules-based regulation».

The new system of regulation replaces the universal regulatory authority with
a <twin peaks> regulatory structure in which two separate institutions are given
responsibility for different regulatory objectives. On 1 April 2013 the FSA became
the Financial Conduct Authority (FCA) and is responsible for promoting effective
competition and conduct of business regulation, i.e. the manner in which financial
institutions treat their customers. Prudential regulation and supervision is now
the responsibility of the Prudential Regulatory Authority (PRA), a part of the Bank
of England. The PRA is concerned with the safety and soundness of the financial
system and the <securing of an appropriate degree of protection for policyholders».
The PRA was created by the Financial Services Act 2012, which amends the Bank
of England Act 1998, the Financial Services and Markets Act 2000 and the Banking
Act 2009. On issues in which the regulatory bodies have joint responsibility, the
PRA’s decision will have greater weight.

There is no legislative or other indication of government policy that the PRA
will approach Islamic finance differently than the FSA. However, after a number
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property so that <in the event of avoidance or default HMRC are able to collect
any SDLT and related interest and penalties that become due>. In 2010 HMRC
amended Finance Act 2003 to ensure that SDLT relief was available for ijarah
sukuk issuance as was originally intended in Finance Act 2009.

However, competitive disadvantages still remain in the area of value-added tax
as sukuk investors may be subject to a VAT charge of approximately 17.5 per cent
on any rental payments received from the SPV and on their purchase of sukuk.
The government is working with industry practitioners to resolve these additional
liabilities. However, the government may be constrained by its European Union
obligations, in particular the Sixth VAT Directive, which clarifies the operation of the
VAT system throughout the European Union. The Directive was first promulgated
in 1977, but has since been updated to allow exemptions to certain transactions.
Different rates of VAT are permissible as long as these are not less than 15 per cent.

Thegovernmenthaspursuedarigorouslegislativeagendasoastoaccommodate
sukuk and to develop the Islamic finance industry. Legally mandated consultations
with the public, from which much of the above information derives, highlight the
willingness of the government to approach the regulation of the industry in a
flexible manner and in line with industry standards and practices. For instance,
several early requirements were dropped in response to practitioners’ concerns
that such requirements would render the industry uncompetitive.

The scale of tax modifications necessary to eliminate disadvantageous tax
treatment underscores pivotal differences between the legal structures of
Islamic and conventional structures. The government’s approach is intended
to categorise Islamic structures according to the conventional tax system.
Importantly, however, such structures represent industry norms and standards
so that the UK government’s particular treatment of Islamic finance cannot be
attributed to its own institutional biases and/or preferences. While alternative
regulatory structures for the industry were never contemplated, the UK's approach
is sensible with regard to the existing regulatory structure. From an institutional,
political and social perspective the UK government sees its role in safeguarding
the application of a uniform approach to all financial markets as the fairest and
most efficient manner of regulating financial markets.
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excludes AFIBs from tax provisions relevant to trusts or CISs. In particular, Finance
Act 2005 section 48(B)(5) ensures that alternative finance investment bonds
are not treated as a unit trust scheme either for the purposes of the Income and
Corporation Tax Act 1988/s469 or the Income Tax Act 2007/s1007 or the Taxation
of Chargeable Gains Act 1992>. Nor are they treated as an offshore fund. Further,
with respect to companies, they are not classified as a «relevant holding in a unit
trust or offshore fund for loan relationships purposes.

The government issued a consultation document with the objective of resolving
SDLT issues relating to commercial sukuk issuance in June 2008. Sukuk structures,
in general, are often backed by underlying interests in property or land - tangible
assets that are compatible with an Islamic view of the creation of wealth and
value. Conventional bonds do not convey ownership interests to bond holders;
bond-holders merely have a right to the payment of interest and repayment of
principal. Because SDLT is levied on the acquisition of a «chargeable interest>, a
plain vanilla ijarah sukuk might have been taxable at least three instances. First,
the acquisition of an asset by the SPV from the originator would require SDLT to
be payable by the purchaser at a rate of four per cent on an asset valued at more
than 500,000£. Second, the re-purchase of the asset at the end of the sukuk’s
maturity would again invoke SDLT at the same rate. Furthermore, sukuk holders
might be liable to SDLT as owners of the beneficial interest of an underlying asset.
Together, these additional SDLT charges would make the issuance of commercial
sukuk unfeasible.

The Finance Act 2009 created a legislative framework that extended relief to:
(1) the transfer of the asset from the originator to the sukuk issuer or SPV; (2) the
repurchase by the originator from the sukuk issuer (SPV); and (3) to the issue and
resale of sukuk in secondary markets. A series of conditions must be satisfied with
respect to each specific stage of relief. In particular, stage one requires that the
sukuk issuers in England and Wales enter a legal charge over the asset in favour of
HMRG for the duration in which the asset is held by the issuer. The charge should
be equivalent in value to the SDLT on the market value of the underlying asset
at the time of the transaction. The charge gives HMRC an interest in a charged
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The tax treatment of AFIBs is designed for structures, which differ markedly
from classical sharia principles that reward profit via the assumption of ownership
risks. In (a) the bond-holder is not treated as having a legal or beneficial interest
in the underlying assets; the certificate holders do not own pro-rata shares in the
assets. In (b) the bond issuer (usually an SPV) is not to be treated as a trustee so as
to differentiate the structure from collective investment schemes where different
tax and regulatory rules apply; and in (c) profits are not to be attributed to bond-
holders, which would otherwise indicate their proportionate legal ownership of
the assets (requiring taxation). In (d) any payments made to bond-holders are not
done in a fiduciary capacity, thus preventing an ownership scenario from arising;
and in (e) bond-holders as non-owners of the asset(s) are not entitled to capital
expenditure relief. The structure is therefore designed to ensure a guaranteed
return for the investor with a fixed or variable payment equivalent to the rate of
interest. From a sharia perspective the structure transgresses the fundamental
rules concerning riba and its prohibition of a guaranteed or unjustified return.

Fromthe originator’s perspective, sukuk are treated as aloan or debt-relationship
and tax rules for corporate debt apply. Despite the sukuk’s equity-like features —
or underlying assets — the government’s tax treatment of the structure is premised
upon an interest-generating debt instrument. For purposes of corporation tax,
sukuk are taxed according to the rules on loan relationships; for income tax
purposes, sukuk returns are treated as if they were interest; and for purposes of
capital gains tax, sukuk are taxed as qualifying corporate bonds and are exempt
from tax if they meet equivalent conditions. This potentially makes sukuk tax-
deductible and issuers (not bond-holders) are taxed as if they beneficially owned
the assets. This entitles issuers to any capital allowances or tax depreciations for
which the assets qualify. With these measures AFIBs were given tax certainty
with respect to income and corporation taxes, capital allowances, inheritance tax
and capital gains. However, SDLT was not covered in the legislation so that tax
inequalities remained.

Moreover, because sukuk often involve the creation of a trust and are thus
treated as a collective investment scheme (CIS) under FSMA 2000, the legislation
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Section 48A(2)(h) provides that:

(h)  the amount of the redemption payment may (but need not) be subject
to reduction in the event of a fall in the value of the bond assets or in the rate of
income generated by them

Furthermore, with reference to (iii) section 48A(2)(f) provides that additional
payments may be:

fixed at the beginning of the bond term,

determined wholly or partly by reference to the value of or income generated
by the bond assets, or

determined in some other way.

The legislation takes into account the asset-based nature of sukuk and allows
dividends to be generated from bond assets, while providing for the return of
bondholders’ principal.

A further set of conditions demonstrates that the government treats sukuk as
debtinstruments for tax purposes, similar to the way in which conventional bonds
are treated. Section 48(B)(2) provides that:

(@) abond-holder shall not be treated as having a legal or beneficial interest
in the bond assets,

(b)  the bond-issuer shall not be treated as a trustee of the bond assets,

(c)  profits and gains accruing to the bond-issuer in connection with the bond
assets are profits and gains of the bond-issuer and not of the bond-holder (and do
not arise to the bond-issuer in a fiduciary or representative capacity),

(d) payments made by the bond-issuer by way of redemption payment or
additional payment are not made in a fiduciary or representative capacity, and

(e) a bond-holder shall not be entitled to relief for capital expenditure in
connection with bond assets.
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may require relatively secure investments as part of their portfolio management.
Further, because IFls are unable to raise finance via traditional securities markets,
the ability to issue sukuk in the UK would assure them of much-needed wholesale
funding. Reports indicate that up to 26.2 per cent of global issuance is undertaken
by IFls. Therefore, the Treasury and HMRC set out to establish a transparent tax
structure for commercial sukuk in the 2007 Finance Act, which would provide tax
certainty for all interested parties.

Before 2007, sukuk received a more onerous tax treatment than conventional
debt securities. Sukuk were taxed according to the underlying legal form of
the transaction, which had to be assessed on a case-by-case basis. The ad hoc
nature of these arrangements placed issuers and thus investors at a competitive
disadvantage relative to conventional debt issuances. The absence of commercial
sukuk issuance in the UK restricted the funding available to IFls and accordingly
affected Muslim consumers and businesses from accessing sukuk funds.
Uncertainty concerning the tax treatment of sukuk undermined the UK’s objective
of creating a leading Islamic financial centre.

The government announced a specific tax regime for sukuk in the 2007 Budget.
In Finance Act 2007 section 53 retrogressively introduces an alternative finance
investment bond (AFIB) in sections 48 (A) and 48 (B) of Finance Act 2005. Section
48 introduces a number of conditions to be satisfied for an investment product to
be treated as an AFIB and any ‘interest-like’ payments made or received from the
bonds are treated as an alternative finance return. Section 48(A)(1)(d)(ii) requires
the bond-issuer:

to make a repayment of the capital (‘the redemption payment’) to the bond-
holder during or at the end of the bond-term (whether or not in installments), and

to pay to the bond-holder other payments on one or more occasions during or
at the end of the bond term (‘additional payments’)

In s 48(A)(d)(ii) the Act requires some sort of purchase undertaking in the
agreement, with the attendant implications for true sale criteria of the assets, but
there is no requirement that assets must be repurchased at par value.
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Further relief was carved out for shared ownership products such as the
diminishing musharakah (a form of progressively diminishing shared ownership
in which the borrower gradually acquires the lender’s share in the asset), by giving
it SDLT relief. Moreover, the existing ijarah wa iqtina’ (lease based mortgage)
received relief, effective in Scotland. Finally, in 2005, sharia-compliant child trust
funds were requlated so that providers could enter the market competitively.

The Finance Act 2006 enabled the introduction of the wakalah or profit share
agency whereby an investor appoints an agent to manage an invested sum
of money and is entitled to a return that is equated, in substance, to interest.
Further modifications in 2006 included the introduction of legislation enabling
the use of ijarah wa iqtina in asset finance; HM Revenues & Customs allowed the
use of diminishing musharakah as a standard loan; SDLT relief was extended to
companies, trusts, charities and partnerships seeking Islamic products (it was
previously only available to individuals); and secondary legislation empowered
the FSA to regulate Islamic Home Purchase Plans (HPPs).

Alternative property finance relief is available only where the «first transaction»
is one in which any of the reliefs under schedule 7, paras 13-1 of the Finance Act
2003 apply, e.g. group, reconstruction and acquisition reliefs. This requirement
ensures that only one relief can be claimed in an effort to stem tax avoidance.

The following sections deals with the UK’s work on sukuk issuances, which is
particularly important to the industry’s liquidity problem. The case study also
provides some important insights into the UK's treatment of Islamic finance as a
whole.

The Implementation of Sukuk

In 2007 the government’s policy of developing the Islamic finance industry was
extended to commercial sukuk issuance. The target market for commercial sukuk
is directed towards high net worth individuals, largely from the Muslim world,
as well as corporate investors. The government felt that some interest could be
generated amongst sovereign wealth funds and Western investors as these entities
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treated as interest payable on a loan. Thus Islamic financial institutions could
introduce deposit arrangements based on the mudarabah contract that had
previously treated mudarabah profits as dividends.

Recall that the mudarabah is an investment partnership, which, if successful,
generates a profit from the investment. The Income and Corporations Taxes Act
1988 (ICTA) had long prevented companies from disguising equity finance in
the form of debt so as <to obtain tax relief for payments that are economically
equivalent to dividends to risk bearing shareholders. ICTA 1988 s 2) 209)(e)(iii)
defines a distribution as: «(e) any interest or other distribution out of assets of the
company in respect of securities of the company (except so much, if any, of any
such distribution as represents the principal thereby secured and except so much
of any distribution as falls within paragraph (d) above), where the securities are —
(iii) securities under which the consideration given by the company for the use of
the principal secured is to any extent dependent on the results of the company’s
business or any part of it> Under section 2) 209)(e)(iii) any profits generated from
the transaction would be treated as a distribution and subjected to corporation
taxes. The profit share would not be tax deductible by the IFIl, which would make
these transactions uncompetitive. The government solved this problem by
amending Finance Act 2005, section 54, which excluded the muxarabah from
1988 s. 2) 209)(e)(iii): Profit share return is not to be treated by virtue of section
2)209)(e)(iii) of ICTA as being a distribution for the purposes of the Corporation
Tax Acts.

Therefore, for the purposes of Finance Act 2005, the mudarabah is treated as a
loan relationship. Of course, the theoretical mudarabah should not be transacted
as a loan relationship as this implies a fixed interest return. Yet if the contract is to
be practiced as set out in classical texts its profits should be treated as dividends
and taxed accordingly. Otherwise, conventional equity investments would not
benefit from the same exclusions. The fact is, however, that the industry does not
practice the mudarabah in conformity with the sharia, and hence Finance Act
2005 has carved out an alternative loan relationship that treats its dividends as
interest.
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of their multi-tiered architectures. The economic substance approach results in
Islamic financial products being treated on the same basis as equivalent interest-
bearing financial products; ordinary tax rules should apply where possible; and
rules that foster undesirable or unpredictable results should be amended.

For tax purposes, Islamic financial products are categorised in two types of
returns; namely, alternative finance returns and profit share returns. Both types are
treated equivalently for corporation tax purposes in that they describe <amounts
paid or received> that are, in substance, equivalent to interest.

In light of these objectives the government, in conjunction with industry and
through the joint HM Treasury and HM Revenue & Customs Tax Technical Group,
initially set out to deal with alternative property financing, known in the industry
as Islamic home mortgage purchase plans (HPPs). To this effect, stamp duty land
tax (SDLT) was amended for alternative finance arrangements in the Finance Act
2003. Stamp duty land tax is a real estate transfer tax that falls due on real estate
purchases at varying rates. After the March 2010 Budget a maximum rate of 5 per
cent can be levied. A purchaser of real estate pays SDLT on the entire purchase
price of the property. No further payment of SDLT is required with repayment of
the loan. Popular nominate contracts used in real estate financing such as the
mudarabah and the diminishing musharakah entail the transfer of property in
at least two steps: once when the IFI purchases the asset and again, when the
IFl sells the asset to the client buyer. In each transaction SDLT would be payable
twice, making such transactions considerably more expensive than conventional
ones.

The law was amended so that contracting parties’ acquisition of a chargeable
interest or property acquisition would not be taxed multiple times. By removing
this obstacle Islamic financial institutions were able to offer the mudarabah or the
tawarrug. These contracts, whose returns equate in economic substance with an
interest-bearing loan, would be taxed as if they were loans.

SDLT provisions were extended in 2005 to equity sharing arrangements such as
the mudarabah. Alternative finance returns resulting from the transaction were
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has accepted and given validity to certain Islamic financial contracts, which reflect
a market-driven interpretation of Islamic commercial law. The state has not taken
any direct action in determining the religious meaning of these structures, but
it has willingly accepted others’ interpretation of what the sharia constitutes in
financial dealings. But the government insists that it is able to retain neutrality,
since it sees its role as a mere facilitator of these transactions. According to its
universal understanding of the law, it is prevented by the terms that underlie its
legitimacy and existence from dictating the preferences or wants of its citizens.

The following section examines how the government’s approach directs the
legislative implementation of Islamic financial transactions. The treatment of
tax issues in this paper is limited to the most important principles as a detailed
treatment of such issues goes beyond the purpose of this work.

The Legislative Implementation of Retail Islamic Financial Transactions

The government highlights several critical barriers to industry development
in which it aims to focus its attention: namely, (1) taxation and regulation; (2)
standardisation; (3) industry awareness; and (4) the development of industry-
related skills. In practice, the government’s focus has principally centred on
amending tax measures so as to accommodate Islamic financial structures within
the UK's complex tax regime. It has enacted very few regulatory measures as such
an approach would require differential regulatory treatment. The government’s
efforts in pursuit of legal standardisation have been relatively limited insofar
as it does not assume a role in determining valid sharia structures. Finally, the
government has expended some effort in establishing industry awareness and
related training programmes.

In terms of taxation and regulation, the government, quite crucially, has adopted
the principle that treatment should follow the economic substance of transactions
rather than their legal form. This is particularly important since it enables Islamic
financial products to be implemented competitively within the conventional tax
regime. If Islamic financial transactions were taxed according to legal structure
in such a regime, they would be given less favourable tax treatment as a result
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of its tax provisions to facilitate its development as an Islamic financial hub and
France, Germany and Ireland have begun to initiate tax changes to accommodate
Islamic finance within their borders.

The General Approach to Islamic Finance

The UKgovernmentcharacterisesits uniform legislative and regulatory approach
tolslamicfinance asfairand consistent, rooted in the belief that no financial system
deserves special treatment to the detriment of others. It states unequivocally that
«all financial institutions authorised by the FSA and operating in the UK, or seeking
to do so, are subject to the same standards. This is true regardless of their country
of origin, the sectors in which they wish to specialise, or their religious principles>.
In essence, the government espouses a religiously neutral position predicated on
the establishment of a level playing field for Islamic finance that is not distorted by
tax and regulatory law originally conceived for the conventional, interest-based
system. As a result, since 2003 all legislative amendments to acts of parliament
including both finance and regulatory provisions refer to Islamic financial services
as «lternative financial instruments> and <alternative investment bonds> in the
case of Islamic bonds. The religiously descriptive <Islamic investments is replaced
with the ideologically neutral alternative financial instruments. These usages
are in line with a universalistic approach to the law, which emphasises the equal
dignity of citizens and refrains from taking legislative positions on particular
religious, cultural or value-embedded norms of minority populations.

The government states unequivocally that <egislation will not be tied to the
Quran or the Islamic faith, but rather uses intrinsic features of the underlying
contracts under UK law to define transactions to which the rules will apply>.
However, as this section demonstrates, sharia principles and rules have been
accommodated within English law. In fact, English common law is renowned for its
flexibility and openness toward accommodating parties’ contractual interests. So
while the state does not take responsibility for the religious interpretation of the
transactions it facilitates, statutory law necessarily does have a connection to the
Quran and Islamic law. Furthermore, the state, in opting to facilitate the industry,
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bought Hargrave Securities (a licensed deposit-taker), and transformed it into
an Islamic bank. Following Al Baraka's exit from the Islamic housing market, the
United Bank of Kuwait, which had previously focused on Islamic trade financing
for Gulf clients, began to offer home ownership plans based on the mudarabah
(cost mark-up) contract. These, however, incurred double stamp duty; in the first
instance when the property was purchased by the bank and in the second when
the property was sold to the client with a profit.

Following the UK government’s abolition of double stamp duty in the 2003
Finance Act, these transactions became more competitive with their conventional
equivalents and ushered in new business activity. In 2003 HSBC launched its
amanah current account and home financing products and in 2005 Lloyds TSB
also introduced a range of Islamic retail banking products. Not until 2004 did
the Financial Services Authority (FSA) license the Islamic Bank of Britain, the first
wholly sharia-compliant retail bank in the United Kingdom. Since then five other
wholesale IFIs have been authorised, including the European Islamic Investment
Bank, the Bank of London and the Middle East, Gatehouse Bank, Abu Dhabi Islamic
Bank and, most recently, QIB UK. Moreover, at least nine Islamic fund managers,
one sharia-compliant hedge fund manager, around 25 international law firms
with Islamic finance departments, a takaful insurance provider and a growing
number of advisory firms in the legal, accountancy and consultancy professions
are active in the UK.

London’s Western pre-eminence is underpinned by widespread multinational
participation in the market as evidenced by the fact that Deutsche Bank and
Barclays Capital are now among the world’s top five issuers of sukuk (Islamic bond).
Notably, more than 57 sukuk have been listed on the London Stock Exchange,
an important global venue for the issuance of sukuk. In 2014 the UK took the
long-awaited step in issuing a sovereign sukuk, the first for a western state.
Oversubscribed by 2.1£ billion the UK issuance provides a strong foundation for
the industry. Moreover, money flows through the UK capital via the commodity
mudarabah — which are used as inter-bank short-term lending and syndicated
loans - are higher than any other financial centre. In recent years, however, other
jurisdictions have been catching up. Luxembourg has worked to amend some
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This paper examines the ways in which the UK has facilitated and regulated
Islamic finance. In particular, the paper seeks to highlight the advantages and
disadvantages of the UK's particular approach so that other jurisdictions may
learn from the country’s experience.

The paper is organised as follows: first, the paper sets the context of Islamic
finance’s facilitation and regulation in the United Kingdom. This is followed by a
short analysis of the government’s approach to the industry. Third, the legislative
implementation of the retail industry is analysed, followed by a specific analysis of
the implementation of sukuk. Fifth, the paper deals with the regulatory treatment
of sukuk and then the regulation of the deposit-taking mudarabah. Finally, it
addresses the way in which the UK regulator deals with sharia compliance and
then offers some concluding remarks.

Background: Islamic Finance and the United Kingdom

The United Kingdom is the leading western hub for Islamic finance. The UK now
houses five Islamic financial institutions, which offer sharia-compliant financial
products and services. Seventeen conventional banks have established windows
to offer Islamic financial products and services. The UK hosts nearly double the
number of Islamic financial institutions as the next largest western competitor
(the United States). In large part this is due to the City of London’s tradition of
innovation and flexibility, its deep and highly liquid markets, and the fact that
its exchanges are some of the most frequently used venues for listing and
trading financial instruments globally. Furthermore, commercial transactions
under English law are protected so as to facilitate free trade and to mitigate the
application of rules that would obstruct business activity. The United Kingdom
also maintains close linkages with Muslim states and their citizens as a result of its
colonial history and subsequent immigration flows.

Yet the history of Islamic finance in the UK is fairly recent. In the early 1980s a
number of Middle Eastern Islamic banks established subsidiaries in the UK, which
conducted wholesale operations. In 1982 the first retail Islamic financial operations
were developed by the Jeddah-based Al Baraka Investment Company, which
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The Impact of UK Law on the Islamic Financial Services
Industry in the United Kingdom

Dr Jonathan Ercanbrack
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Introduction

The United Kingdom’s facilitation and regulation of Islamic finance has
proceeded on the basis of creating a ‘level playing field’ for the Islamic finance
industry. Practically speaking, this means that no attempt has been made to create
an industry-specific regulatory framework, nor have legislative amendments
been undertaken with the goal of creating a standardised legal framework or
model-law like legal framework for Islamic finance. Instead, UK policymakers and
regulators have developed Islamic finance in piecemeal fashion - by amending
successive Finance Acts — in order to meet the financial needs of British Muslims,
in particular, whose uptake of interest-based financial products is unlawful at
the sharia. Therefore, UK policymakers have ostensibly pursued a value-neutral
approach toward Islamic finance and in keeping therewith have legislated and
regulated Islamic financial transactions according to their economic substance as
opposed to their legal form. This particular approach allows Islamic finance to be
competitive with conventional finance. However, it also highlights the interest-
based nature of the conventional financial system, including its bias towards debt.
Therefore, in UK law Islamic financial transactions, whose successive legal steps
are necessary due to its asset-based nature, are treated as loans with interest.
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